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Recent Indicators 
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Chart 2 

Forecast Summary 
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Chart 3 

Interest Rates 
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0 Federal funds rate remains near 5 114 percent through 1997. 

0 Long-term interest rates decline just a little from current levels. 
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Chart 4 

Fiscal Policy 

Unified Budget Deficit Deficit 
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Why does the deficit bounce back in PI1997? -

0 	 We are assuming some cuts from baseline in discretionary 
programs, but not targe enough to reduce the absolute lev�.Jf 
spending. 

0 	 We are not anticipating a continuation of the slow PI1996 growth 
in entitlement (especially health) outlays. 

0 No more OBRA retroactive tax installment payments. 

0 	 Individual withholding apparently is up in PI1996, implies less of a 
final-payments bulge next year. 
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Exchange Rates and Interest Rates 
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Chart 6 

Foreign IndustrialCountries 
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Foreign Growth and U.S. Exports 
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World Oil Markets 

I I I I I I I I I I 
1988 1990 1992 1994 1996 

Growth in World Consumptionand Productionof Oil ExcessCapacity 
Year-to-year change, mb/d at End of 1995 Mb/d- - 


rn 

Consumption 
1. llyndd 
Production 
2. !A!Qcu 
3. Iraq 
4. OPEC' 
5. NorthSea 
6. Non-OPECLDCs 
7. FormerUSSR 
8. UnitedStates 
9. Other 

Stockbuilding" 

-
J"W 

8 - - ,  
' 8 ,- '  *, , 

l.2 

ea M U Itz 
0.0 0.0 0.3 0.5 
0.3 0.5 0.3 0.4 
0.7 0.4 0.4 0.3 
0.5 0.4 0.7 0.6 
-1.o 0.1 0.1 0.0 
-0.1 -0.1 -0.2 -0.2 
0.4 0.3 0.1 0.1 

-19 

- 10 

!L5
lw 3.0 
OPEC* 3.5 
ROW 0.0 

Longer-termSources 
of Additional 

Oil Production 

1. Middle East 
2. FormerUSSR 
'3.Latin America 
4. Africa 
exuuaing Iraq. 

1 

0.5 

t 
-0 

0.5 

Import Pricetorecast - '. ,,
___--------- - - - -- 17 

*. 8

'S..-	 I I - 16 , 
, 
, ,,

,,
, - - - -__  

- . a Futures quotes - 15 
. --, (adjusted)'8 

I I 14 



Chart 9 

Exports and Imports 
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Summary 
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Consumer Spending 
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Chart 12 

Housing 
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Business Investment 
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Labor Markets 

Labor Productivity 
Chained (1992)dollars-

Nonfarmbusiness 

1973 1981 1989 1597 


Okun’s Law Four-quarter change in 
unemployment rate 

l2 


Quarterly, 
1990:Q1-19!36:Q1 : 

I I 1 

2 -0+ 2 4 6 


Four-quarter percent change in real GDP 


Labor Force Particbation Rate 
Percent 

168 


.. 
1973 1981 1989 1997 


* Pre-1994 data adjusted for change in CPS. 

EmDlOVment Cost Index 

- 2  


- 1  


J I I I I I I I 1 0  




- -  

chart15 

Prices 
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Chart 16 

ECONOMIC PROJECTIONS FOR 1996 


Nominal GDP 
previousestimate 

Real GDP 
previous estimate 

CPI 
previous estimate 

Unemployment rate 
previous estimate 

FOMC 
Central 

Range Tendency Staff 

Percent change, Q4 to QL 

4314 to 6 4314 to 5l/2 4.7 
4 to 5 4*/4 to 4314 4.5 

PI4to 3 2lI2 to 23/4 2.5 
1112 to2112 2 to 2’14 1.8 

2314to S1/2 3 to 3’14 3.1 
2l12 to3 2314 to 3 3.0 

Average level, Q4, percent 

5lI4 to 5314 About S1/2 5.5 
5’12 to 6 5l/2 to 5=/4 5.6 

ECONOMIC PROJECTIONS FOR 1997 

FOMC 
Central 

Ranae Tendencv Staff 

Percent change, Q4 to QL 

Jominal GDP 3314to 5 4 to 5 4.5 

3eal GDP 1114 to 2112 1314 to PI4 2.2 

:PI 2l12 t0 3’14 2112 to 3 3.2 

Average level, Q4, percent 

Jnemployment rate S1/2 to 6 5’12 to 5314 5.5 

NOTE 	 Centraltendencies constructed by droppingtop and bottom three fromdistribution,and 
rounding to nearest quarter percent. 



J u l y  2 ,  1996 

Long-Run Ranges 
David E .  L indsey  

M2 and M 3  s o  f a r  t h i s  y e a r  have  been  growing around t h e  upper  

bounds o f  t h e i r  a n n u a l  r a n g e s .  We e x p e c t  t h e s e  b r o a d e r  a g g r e g a t e s  t o  

c o n t i n u e  expand ing  a t  s u c h  r a t e s  o v e r  t h e  n e x t  y e a r  and a h a l f .  T h i s  

p r o s p e c t  a g a i n  r a i s e s  f a m i l i a r  i s s u e s  f o r  t h e  Committee’s d e c i s i o n  a t  

t h i s  mee t ing  a b o u t  t h e  r anges  f o r  t h i s  y e a r  and n e x t  y e a r .  

Cha r t  1 i n  your  package c a p t u r e s  t h e  e s s e n t i a l s  u n d e r l y i n g  t h e  

s t a f f ’ s  v iew o f  t h e  o u t l o o k  f o r  M2. I t  shows a s c a t t e r  p l o t  w i t h  q u a r 

t e r l y  d a t a  of t h e  r e l a t i o n s h i p  between M2’s v e l o c i t y .  on t h e  v e r t i c a l  

a x i s ,  and i t s  o p p o r t u n i t y  c o s t .  on t h e  h o r i z o n t a l  a x i s ,  s i n c e  e a r l y  

1959. The d o t s  and  l i n e  i n  b l a c k  r e p r e s e n t  what we once had c o n f i d e n c e  

i n - - t h e  co-movement o f  M2’s v e l o c i t y  and i t s  o p p o r t u n i t y  c o s t  p r i o r  t o  

t h e  1990s. Tha t  i s .  M 2  t e n d e d  t o  move t o g e t h e r  w i t h  nominal  GDP, 

e x c e p t  a s  i n f l u e n c e d  by changes  i n  i t s  o p p o r t u n i t y  c o s t .  The s o l i d  

b l a c k  l i n e  r e p r e s e n t s  a r e g r e s s i o n  fit  o v e r  t h i s  p e r i o d ,  which i s  a 

s i m p l i f i e d  v e r s i o n  o f  t h e  s t a f f ’ s  s t a n d a r d  M 2  demand e q u a t i o n .  The two 

broken  l i n e s  show t h e  95 p e r c e n t  c o n f i d e n c e  i n t e r v a l  around i t .  

The r e d  d o t s ,  which b e g i n  i n  199O:Ql. i n d i c a t e  t h e  p r o g r e s s i v e  

upward s t r u c t u r a l  d r i f t  i n  M2 v e l o c i t y  t h r o u g h  t h e  e a r l y  1990s as  t h e  

h i s t o r i c a l  r e l a t i o n s h i p  between v e l o c i t y  and o p p o r t u n i t y  c o s t  

i n c r e a s i n g l y  b r o k e  down. A number o f  r e a s o n s  f o r  t h i s  u p d r i f t  i n  M2 

v e l o c i t y  and a s s o c i a t e d  weakness i n  M2 demand were  adduced a t  t h e  t i m e .  

They i n v o l v e d  t h e  u n u s u a l l y  s t e e p l y  s l o p e d  y i e l d  cu rve  and v e r y  low 

l e v e l  of s h o r t - t e r m  i n t e r e s t  r a t e s .  which h e l p e d  t o  a t t r a c t  t h e  p u b l i c  

t o  more r e a d i l y  a v a i l a b l e  l o n g - t e r m  mutua l  f u n d s  o u t  of l i q u i d  

b a l a n c e s :  t h e  c r e d i t  c r u n c h  a t  banks  and t h e  r e s o l u t i o n  o f  t r o u b l e d  
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t h r i f t s ,  which reduced t h e  a g g r e s s i v e n e s s  w i t h  which t h e s e  i n s t i t u t i o n s  

s o u g h t  r e t a i l  d e p o s i t s :  and t h e  househo ld  b a l a n c e - s h e e t  r e s t r u c t u r i n g ,  

which e n t a i l e d  repayment o f  l o a n s  o u t  of l i q u i d  money b a l a n c e s .  

I ’ v e  p l o t t e d  t h e  d a t a  s t a r t i n g  i n  l a t e  1 9 9 4  i n  g r e e n .  These 

s i x  q u a r t e r s  a l l  l i e  c l o s e  t o  t h e  g r e e n  r e g r e s s i o n  l i n e  f i t  o v e r  j u s t  

t h i s  r e c e n t  t i m e  f rame.  The c l o s e  confo rmi ty  w i t h  t h e  lower  b l a c k  

r e g r e s s i o n  l i n e  might s u g g e s t  t h a t  t h e  upward s t r u c t u r a l  d r i f t  i n  

v e l o c i t y  h a s  ended and t h a t  t h e  b e h a v i o r a l  p a t t e r n s  t y p i f y i n g  M2 demand 

i n  t h e  1 9 6 0 s .  1 9 7 0 s .  and 1 9 8 0 s  have reemerged .  T h i s  i s  what we’ve  

adop ted  a s  our  working assumpt ion  i n  o u r  f o r e c a s t s ,  shown by t h e  b l u e  

Xs, of M2 v e l o c i t y  f o r  t h e  f o u r t h  q u a r t e r s  of t h i s  y e a r  and n e x t  y e a r .  

A s  t h e  b luebook d i s c u s s i o n  i n d i c a t e d ,  we e x p e c t  t h e  o p p o r t u n i t y  c o s t  o f  

M2 t o  be  edg ing  down a s  c o m p e t i t i v e  f o r c e s  push up r a t e s  on s m a l l  t i m e  

d e p o s i t s .  S o ,  M2’s v e l o c i t y  shou ld  c o n t i n u e  t o  d i m i n i s h  m a r g i n a l l y  

t h r o u g h  n e x t  y e a r .  With nominal  GDP p r o j e c t e d  t o  grow a t  a 4-1/2 

p e r c e n t  r a t e .  t h i s  v e l o c i t y  behav io r  y i e l d s  our  M2 f o r e c a s t  of  5 

p e r c e n t  growth t h i s  yea r  and n e x t .  

Your second c h a r t  g i v e s  a d i f f e r e n t  p e r s p e c t i v e  on t h e  r e l a 

t i o n s h i p  o f  M2 and G D P - - i t  shows t h e  b e h a v i o r  of  r e a l  M2 i n  a b u s i n e s s  

c y c l e  c o n t e x t ,  a s  w e l l  a s  t h e  r e c o r d  of r e a l  GDP.  T h i s  c h a r t  i n d i c a t e s  

t h a t .  a l t h o u g h  r e a l  M2 was an i m p e r f e c t  l e a d i n g  i n d i c a t o r  o f  r e a l  GDP 

p r i o r  t o  t h e  199Os ,  i t s  p r o p e r t i e s  i n  t h i s  r e g a r d  b r o k e  down c o m p l e t e l y  

d u r i n g  t h e  f i r s t  h a l f  o f  t h e  1 9 9 0 s .  R e a l  M2 con t inued  t o  d e c l i n e  w h i l e  

t h e  e x p a n s i o n  i n  r e a l  GDP p e r s i s t e d .  Only abou t  a y e a r  ago d i d  r e a l  M2 

resume i t s  e a r l i e r  u p t r e n d .  We have f o r e c a s t  c o n t i n u e d  growth i n  real  

M2 t h r o u g h  t h e  end of  n e x t  y e a r  g iven  t h e  Greenbook’s  p r o j e c t i o n  o f  

s u s t a i n e d  e x p a n s i o n  i n  r e a l  G D P .  
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Judg ing  by e i t h e r  c h a r t ,  t h e  e v i d e n t  r e t u r n  of  M2’s behavior  

t o  h i s t o r i c a l  norms h a s  l a s t e d  o n l y  f o r  a b r i e f  recent p e r i o d .  T h i s  

o b s e r v a t i o n  i m p l i e s  a wide r ange  o f  u n c e r t a i n t y  a round  t h e  s t a f f  M2 

p r o j e c t i o n  and makes a s i g n i f i c a n t  upgrad ing  M2’s p o l i c y  r o l e  seem 

p rema tu re .  

The f i r s t  column o f  your  n e x t  e x h i b i t .  t a k e n  from page 11 o f  

t h e  b luebook .  shows o u r  M2 growth f o r e c a s t  o f  5 p e r c e n t  ove r  t h i s  y e a r  

and n e x t .  a l o n g  w i t h  o u r  M3 growth p r o j e c t i o n  o f  6 p e r c e n t  f o r  t h e  two 

y e a r s .  A l so .  we s e e  d e b t  expanding  a t  a 4-1/2 p e r c e n t  r a t e  o v e r  b o t h  

y e a r s .  matching  t h e  a n t i c i p a t e d  pace  of nominal  GDP.  The c e n t r a l  t e n 

dency of  your  own f o r e c a s t s  o f  nominal  GDP i s  a b i t  h i g h e r  t h a n  t h e  

s t a f f ’ s  t h i s  y e a r  b u t  a b o u t  t h e  same n e x t  y e a r .  

Two a l t e r n a t i v e  s e t s  of r a n g e s  a r e  p r e s e n t e d  f o r  Committee 

c o n s i d e r a t i o n .  A l t e r n a t i v e  I r e p l i c a t e s  t h e  c u r r e n t  y e a r ’ s  r anges  

p r e v i o u s l y  s e l e c t e d  by t h e  Committee.  The  M2 r a n g e  of 1 t o  5 p e r c e n t  

was o r i g i n a l l y  reduced  t o  i t s  c u r r e n t  s p e c i f i c a t i o n  i n  J u l y  1993. A t  

t h a t  t i m e .  f o r e c a s t s  f o r  t h a t  y e a r  s u g g e s t e d .  c o r r e c t l y  a s  it t u r n e d  

o u t ,  t h a t  M2 growth would unde r shoo t  t h e  lower bound o f  t h e  2 t o  6 

p e r c e n t  range  p r e v i o u s l y  s e t  i n  F e b r u a r y  of t h a t  y e a r .  By J u l y  1995 

t h e  r e s t r a i n i n g  e f f e c t s  on M2 of s p e c i a l  f a c t o r s  and  of h i k e s  i n  s h o r t -

t e rm i n t e r e s t  r a t e s  had  a b a t e d  and f a s t e r  growth o f  M2 a p p a r e n t l y  had 

resumed. Even s o ,  t h e  Committee was r e l u c t a n t  t o  r e a d j u s t  t h e  M2 range  

upward f o r  1995 o r  t o  u s e  a h i g h e r  r ange  f o r  1996 t o  a l i g n  t h e s e  r anges  

b e t t e r  w i t h  l i k e l y  M2 growth .  The Committee was conce rned  t h a t  t h e  

market  c o u l d  m i s p e r c e i v e  a d e c i s i o n  t o  r a i s e  t h e  r a n g e  a s  s i g n a l l i n g  

e i t h e r  l e s s e n e d  a n t i - i n f l a t i o n a r y  r e s o l v e  o r  h e i g h t e n e d  conf idence  

abou t  v e l o c i t y  p a t t e r n s  t h a t  would l e a d  t h e  FOMC t o  upgrade t h e  mone

t a r y  a g g r e g a t e s  as p o l i c y  v a r i a b l e s .  
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These c o n c e r n s  d i d  n o t  d e t e r  t h e  Committee a y e a r  ago ,  how-

e v e r ,  f rom making a l a r g e  t e c h n i c a l  upward a d j u s t m e n t  t o  t h e  M3 r a n g e  

f o r  1 9 9 5 .  I t  r a i s e d  t h a t  r ange  from 0 t o  4 p e r c e n t ,  which had been i n  

e f f e c t  s i n c e  J u l y  1993,  t o  2 t o  6 p e r c e n t .  The Committee used t h i s  

h i g h e r  r a n g e  f o r  1 9 9 6  a s  w e l l .  T h i s  a d j u s t m e n t  r ecogn ized  t h a t  M3 

seemingly  had resumed i t s  h i s t o r i c a l  t endency  t o  o u t p a c e  M2. H i s t o r i 

c a l l y ,  t he  v e l o c i t y  o f  M3 had t r e n d e d  down, w h i l e  t r e n d  v e l o c i t y  o f  N2 

had been f l a t .  I n  r e p o r t s  t o  t h e  Congress .  b o t h  a y e a r  ago and l a s t  

F e b r u a r y  a f t e r  t h e  r a n g e s  were r e a f f i r m e d ,  t h e  Committee c h a r a c t e r i z e d  

t h e  a l t e r n a t i v e  I s p e c i f i c a t i o n s  f o r  b o t h  M2 and M3 a s  benchmarks f o r  

l o n g e r - r u n  growth o f  t h e  monetary  a g g r e g a t e s  t h a t .  on t h e  assumpt ion  of 

h i s t o r i c a l l y  t y p i c a l  v e l o c i t y  t r e n d s .  would b e  c o n s i s t e n t  w i t h  e f f e c 

t i v e  p r i c e  s t a b i l i t y .  

To be  s u r e ,  o v e r  t h i s  y e a r  and n e x t ,  nominal  GDP growth i s  

l i k e l y  t o  r u n  n o t i c e a b l y  above t h e  pace  t h a t  would be a s s o c i a t e d  w i t h  

e f f e c t i v e  p r i c e  s t a b i l i t y .  Also, t h e  v e l o c i t i e s  o f  M2 and M3 a r e  

l i k e l y  t o  b e  m a r g i n a l l y  d e p r e s s e d  by t h e  e d g i n g  lower o f  t h e  a v e r a g e  

o p p o r t u n i t y  c o s t s  o f  h o l d i n g  r e t a i l  d e p o s i t s .  Thus ,  t h e  s t a f f ’ s  

b a s e l i n e  p r o j e c t i o n s  f o r  M2 and M3 t h i s  y e a r  and n e x t  a r e  a round t h e  

upper  ends  of  t h e i r  a l t e r n a t i v e  I r a n g e s .  I n  t h e  framework of t h e  

s t a f f  p r o j e c t i o n .  it would t a k e  a s u b s t a n t i a l  i n c r e a s e  i n  s h o r t - t e r m  

i n t e r e s t  r a t e s ,  a s  i n  t h e  t i g h t e r  p o l i c y  s c e n a r i o  i n  t h e  second column. 

t o  move M2 and M3 c o m f o r t a b l y  w i t h i n  t h e  a l t e r n a t i v e  I r a n g e s .  

The a l t e r n a t i v e  I1 r a n g e s  f o r  t h e  b road  monetary  a g g r e g a t e s  

a r e  1 p e r c e n t a g e  p o i n t  h i g h e r  t h a n  t h e  a l t e r n a t i v e  I r a n g e s ,  enough t o  

c l e a r l y  encompass t h e  s t a f f ’ s  M2 and M3 p r o j e c t i o n s .  The Committee may 

j u d g e  t h a t  an a d d i t i o n a l  h a l f  y e a r  of  monetary  d a t a  has  l e n t  c r e d e n c e  

t o  t h e  s t a f f ’ s  v iew t h a t  growth i n  b road  money rough ly  i n  l i n e  w i t h  
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nominal  GDP w i l l  c o n t i n u e  o v e r  t h e  r e s t  o f  t h i s  y e a r  and t h r o u g h  n e x t  

y e a r  a s  w e l l .  Even if t h e  Committee has  no i n t e n t i o n  o f  upgrad ing  t h e  

broad  monetary  a g g r e g a t e s  a s  g u i d e s  f o r  monetary p o l i c y  a d j u s t m e n t s ,  i t  

may s t i l l  wish  f o r  t h e  r anges  t o  l i n e  up b e t t e r  w i t h  t h e  p r o b a b l e  

outcomes f o r  M2 and M 3 .  


